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Executive summary
As a result of fee disclosure requirements and fee litigation trends, plan sponsors continue
to focus on how recordkeeping fees are allocated across participant populations. Beyond
ERISA’s general fiduciary requirements, there is limited legal guidance directly addressing
how to allocate fees. Recordkeeping fees are generally allocated on a pro rata or per capita
basis, and, increasingly, these fees are paid through a combination of the pro rata and per
capita approaches with fixed per capita fees being passed directly to participants.
Most importantly, plan sponsors should understand what fees are being paid from plan
assets, have a reasonable basis for how such fees are allocated among participants,
document all fiduciary decisions, and adhere to the fiduciary rules established under ERISA.
Ultimately, ERISA is a procedural statute, and a prudent process is crucial in establishing that
plan fiduciaries have allocated fees in a reasonable manner.
Introduction
Many plan sponsors and service providers have spent the last several years assessing their plan fee structures.
Much of the fiduciary focus has been on whether the aggregate fees paid for plan services are reasonable.
However, this increased scrutiny of plan fees has also led many plan sponsors to consider how they allocate
plan expenses and recordkeeping fees among participants. This commentary addresses the fiduciary standards
applicable to such allocation decisions (for more information on the reasonableness requirement, see Determining
Reasonableness of Retirement Plan Fees at vanguard.com/fees). We first review the legal background related to
fee allocation and examine the impact of the Department of Labor’s (DOL) fee disclosure rules. We discuss
considerations for plan sponsors as they evaluate the interrelation of investment management and recordkeeping
fees. We then consider common recordkeeping fee allocation approaches, along with the potential benefits and
drawbacks of each method. Finally, we address the importance of procedural prudence that includes proper
documentation of the fee allocation process.
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Legal framework
Despite ERISA’s specific fiduciary requirements, the
statute does not directly address how plan fiduciaries
should allocate fees for plan services. While DOL
regulations thoroughly address reasonable contracts
and arrangements for plan services, those rules fail
to directly address how fees should be allocated
to participants.
DOL fee allocation guidance. Recognizing a lack of
direction on this matter, the DOL released a field
assistance bulletin in 2003 that provides sponsors
with a framework for their fee allocation decisions.
This guidance acknowledges the lack of clarity on this
matter and notes that sponsors have considerable
discretion in determining how they allocate fees in
their plans. However, as with so many issues under
ERISA, plan sponsors should start their analysis with
the plan document. Where the document sets forth
the method for allocating plan expenses, the fiduciary
generally should follow the rules of the document.
For topics not addressed in the plan document, plan
sponsors must determine a reasonable method for
apportioning costs.1

The determination of whether a particular method for
allocating fees is reasonable must be based on each
plan’s specific facts and circumstances. The DOL
guidance underscores that a reasonable method for
allocating fees should include a prudent process that
considers the various allocation methods and the
implications of these methods on different classes of
participants. ERISA requires that plan fiduciaries make
decisions that are in the best interests of participants.
However, as the DOL notes, that does not preclude
a fiduciary from selecting an allocation method that
is unfavorable to a particular class of participants,
provided that a rational basis exists for the method
chosen. The DOL guidance focuses on the three most
common methods of fee allocation:
• Per capita—Plans using a per capita fee structure
spread fees equally across participants.
• Pro rata—Plans using a pro rata fee structure
allocate fees on the basis of asset size; thus
participants with lower balances pay less for plan
services while participants with higher balances
pay more for plan services.

• Per use—Plans may directly charge individual
participants for certain services they elect to utilize
(e.g., charging a flat fee against a participant’s
account when that participant initiates a loan).
DOL fee disclosure regulations. During the last
several years, a great deal of attention has been
paid to the information and documentation plan
sponsors and participants receive about fees paid
for plan services. Before the DOL fee disclosure
regulations, there had been little consistency in the
way fees were disclosed, and in some cases, there
was no formal disclosure at all. In other cases, even
when disclosures were made, some critical pieces of
information were missing. The DOL’s fee disclosure
regulations attempt to introduce consistency into this
process and shine light on potential service provider
conflicts of interest.2

While plan sponsor and participant disclosures will
raise awareness of plan fees and may increase fee
transparency, plan sponsors should keep in mind that
these are fee disclosure rules. There is no change to
existing DOL fee allocation guidance. These regulations
are intended to ensure that plan sponsors and participants
have access to the information they need to make
informed decisions.
Nevertheless, because the impact of the information
plan sponsors receive from service providers, sponsors
should understand how to use this information when
determining how to allocate plan fees.
• Plan sponsor disclosure. The DOL plan sponsor
fee disclosure regulation requires that certain plan
service providers must disclose to plan sponsors
all compensation received for services provided
to a plan. One element of this disclosure regimen
is the requirement that investment management and
recordkeeping fees must be separately disclosed.
When no explicit charge for recordkeeping services
is identified in the recordkeeping arrangement, the
bundled service provider must provide a reasonable
and good-faith estimate of the portion of any
investment expense that is applied to the
administration and recordkeeping services rendered
to a retirement plan and its participants. Another
requirement is the mandate that the service provider
must disclose any indirect compensation it receives
in connection with the plan. An example of indirect
compensation is 12b-1 marketing or distribution
fees paid to a plan recordkeeper or advisor by
a mutual fund.

1 There is no uniform agreement on whether to incorporate the methodology for allocating fees and expenses in the plan document. Some practitioners have expressed the view that
including a provision in the plan reduces the likelihood of a successful challenge of the allocation by participants because the inclusion of the provision is a settlor, plan design
decision. At the present time, however, provisions specifying fee allocation practices are not common in U.S. defined contribution retirement plans.
2 Vanguard has long been a proponent of fee transparency. For more than a decade, Vanguard has provided to plan sponsors an all-in fee report showing a bottom-line cost of all services
offered to participants.
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• Participant fee disclosure. Participants also receive
additional disclosures about general plan information,
such as available investments, plan administrative
fees, and individual user fees. Specific investment
information must also be included, such as the type
of investment, performance data, expense ratio, and
benchmarking information. This disclosure needs
to be provided to participants before they are
first able to direct investment in the plan and
annually, thereafter.

These rules have drawn plan sponsor attention to
questions related to fee allocation. For plans that
pay for recordkeeping services through investment
expenses, the rules, coupled with litigation focused
on plan fees and allocation arrangements, have
caused some sponsors to evaluate increased fees
resulting from account growth. Other plan sponsors
have become more aware of the fee fluctuations that
may be attributable to market volatility and still others
have questioned providers about revenue-sharing
practices. Overall, this increased awareness has
contributed to plan sponsor due diligence and
procedural prudence as they evaluate not only
reasonableness of fees but appropriateness of cost
structures under their plans’ unique circumstances.

Fees for investments and nonrecordkeeping
services
Over the last 25 years, the recordkeeping structure
or service provider relationship (whether bundled or
unbundled) and the types of services provided to a
plan and its participants has determined the method
used to pay fees from plan assets. The fee disclosure
rules described above require sharper delineation of
fees and services. These changes may lead some plan
sponsors to determine that a change to their current
fee structure is necessary.
While the services for which fees may be paid will
vary from plan to plan, these services may generally
be grouped into two major categories:
• Investment management. The costs associated
with operating and managing a fund, trust, or account
are almost always allocated on a pro rata basis based
on the participant’s account balance. Participants
typically absorb investment management fees in the

form of net returns after deducting for expenses.
Some investments have a component within the
expense ratio used to pay for other services, which is
discussed in more detail below.
• Nonrecordkeeping services. Plans may be charged
for a wide array of reasonable and necessary services
beyond investment management and recordkeeping,
including investment consultants, advice programs,
legal, audit and plan document services, and
compliance filings. Fee allocation for these types of
services varies. For example, participants may pay
fees for advice programs on a pro rata basis, based
on the size of the account on which the advice is
provided. In other cases, plan sponsors may charge
a per capita fee equally across all plan participants
to cover the cost of plan level services, such as
nondiscrimination testing.

Components that affect recordkeeping fees
In contrast to the relatively straightforward application
of fees for investments and nonrecordkeeping
services, plan fiduciaries must consider a number
of factors when allocating recordkeeping fees. Many
plan sponsors have elected to have recordkeeping
expenses paid on a pro rata basis, using a portion of
the expense ratio that is available to cover expenses
(often referred to as “revenue sharing”). In recent
years, a number of plan sponsors have considered
or implemented a shift of all or a portion of
recordkeeping fees to a per capita allocation method.
However, determining how to allocate recordkeeping
fees is not as simple as having a preference for either
a pro rata or per capita approach. The plan fiduciary’s
decisions regarding plan investments will have a
substantial impact upon recordkeeping fees, depending
on factors such as revenue sharing, recordkeeping
attribution credits, and share-class selection.
Revenue sharing. Revenue sharing is an arrangement
whereby an investment fund or fund company pays
a portion of its expense ratio to a recordkeeper for the
administration, distribution, marketing, or accounting
costs related to holding the fund on the recordkeeper’s
platform. This practice of using mutual fund investor
assets to make revenue-sharing payments is common in
the mutual fund industry and is frequently accomplished
through a 12b-1 arrangement. Vanguard funds do not
charge 12b-1 fees.3

3 A 12b-1 fee is a charge to cover expenses incurred for the marketing and distribution of a mutual fund. 12b-1 fees are assessed annually and can range from about 0.25% to 1.00% of net
assets. Vanguard mutual funds do not assess 12b-1 fees or pay revenue sharing to any third-party recordkeepers. However, where a plan uses Vanguard mutual funds and also partners with
Vanguard as a recordkeeper, an attribution credit for recordkeeping may be applied for certain share classes.
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In a typical investment menu containing a mix
of actively and passively managed funds, revenuesharing amounts and levels may vary greatly across
funds. When participants make fund allocation choices
in their plan, their choices will likely vary, leading them
to pay different levels of fees for investments and
recordkeeping. In addition, company stock funds or
brokerage offerings are not affected by revenuesharing arrangements, but nonetheless may have
different fee arrangements that sponsors should
consider.
Attribution. As noted earlier, the DOL’s plan sponsor
fee disclosure rule requires bundled service providers
to disclose to plan sponsors an estimate of
recordkeeping expenses that may be paid from the
fees of affiliated investments. Within Vanguard’s
disclosures, this estimate is characterized as an
“attribution credit”—i.e., that portion of each
investment’s expense ratio that is attributable to
Vanguard’s recordkeeping services. The level of
attribution credits may vary across funds and by
share class. The attribution credit differs from
revenue sharing, however, because no actual
payment is made to a third-party service provider.
Share-class selection. The sponsor’s evaluation of
reasonableness and fee allocation should include an
assessment of whether lower-expense share classes
are available to participants. Often, investments in
lower-cost share classes will have lower revenue
sharing or attribution structures for recordkeeping.

Recent case law supports the notion that plan
sponsors should at least inquire about the availability
of lower-expense share classes. However, depending
upon plan asset size, lower-expense share classes
may not be available. Even when lower-expense share
classes are an option, a sponsor may choose not to
select those funds for many reasons, including the
sponsor’s philosophy regarding the allocation of plan
expenses. Like the attribution credit and other factors,
the availability of lower-expense share classes is only
one aspect of the overall analysis.
Many factors determine whether investments with
lower-expense share classes make sense for a
particular plan. For some investments, no lowerexpense share class exists. For others, the plan may
not be able to meet the investment’s plan level or
fund-level asset minimums. Finally, sponsors should
be aware that moving to lower-expense share classes
may result in lower levels of revenue sharing or
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attribution credits to offset recordkeeping costs.
This may lead to imposing per capita fees on
participant accounts or an employer-paid fee to
cover gaps in the revenue needed to pay recordkeeping
and other administrative costs. This is discussed in
the next section.

Does any recordkeeping fee allocation method
offer greater fiduciary protection?
The law does not mandate a particular participant
allocation method for recordkeeping fees and, as a
result, there is no “silver bullet” that guarantees the
greatest level of fiduciary protection. Plan sponsors
should carefully consider which method is reasonable
under their particular facts and circumstances. These
facts and circumstances will vary from plan to plan but
generally include an assessment of the types of fees
being charged to the plan, allocation options, plan
design, asset size, participant demographics, and the
philosophy of the benefit program—all of which should
be documented for the plan’s record. It is important for
plan sponsors to consider these factors within the
context of their recordkeeping fee allocation philosophy.
The case for per capita. A per capita allocation
spreads some or all of a plan’s recordkeeping fees
equally across all participants. This means that all
participants pay the same fee regardless of account
balance. Under a per capita allocation, fees remain
fixed regardless of market conditions. Some plan
sponsors like the transparency associated with
a per capita charge.

However, a per capita allocation method may be
perceived as having a greater impact on lower-balance
participants who will be required to pay a greater
percentage of their accounts to offset administrative
costs. This structure may be prohibitive for new or
low-income savers because the per capita expense
allocation may result in a charge that represents a
significant percentage of a small account balance.
However many sponsors feel the benefits of
transparency outweigh the short-term impact
to lower-balance participants.
The case for pro rata. A pro rata arrangement
allocates recordkeeping fees on the basis of the
assets in a participant’s account. Recordkeeping fees
paid on a pro rata basis are usually included in the
expense ratios of plan investments in the form of
revenue sharing or attribution credits. Where fees are
paid on a pro rata basis, each participant’s fees will

generally rise as the account balance grows with
contributions and may fall as the result of any
withdrawals or distributions. In addition, under a pro
rata approach, each participant’s fees may rise and fall
according to market fluctuations. Plans using a pro
rata method should recognize that participants with
higher balances will pay more in fees than lowerbalance participants who invest in the same funds.
This approach generally benefits participants who
have smaller balances within the plan.
A hybrid approach to fee allocation. Many plan
sponsors allocate recordkeeping fees using a
combined pro rata and per capita approach in which
recordkeeping fees are paid through both an assetbased fee and a service-based fee paid by the
participant or plan sponsor. This structure is entirely
permissible under the current DOL guidance. Plan
fiduciaries adopt this method for a variety reasons.
One reason to adopt this method is if the asset-based
fees will not cover the plan costs or if the fiduciaries
want participants to share in the cost of their
retirement plan benefit (i.e., such as when the
sponsor stops paying for certain services and
passes those costs on to participants).
Alternative approaches. Some plan sponsors are
drawn to per capita fee structures because they view
every participant paying the same amount as a more
equitable approach under their plans’ facts and
circumstances. It may be challenging, however, to
fully avoid differences because revenue-sharing or
attribution credits are inherently built into certain fund
expense ratios. Even with the lower-expense share
classes available, participants may ultimately pay
different fees for recordkeeping as a result of their
choice of investments, each of which provide different
revenue-sharing credits.

If a plan sponsor believes that a particular fund is a
prudent investment option for its plan, the revenuesharing or attribution credit arrangement may be an
unavoidable aspect of that fund. To counter that,
some industry commentators are advocating for
allocation methods aimed at equalizing payment of
recordkeeping costs across participants. One example
of such a methodology would require the application
of a combined pro rata and per capita allocation
method with “revenue-sharing offsets.” Under such
an arrangement, participants are credited with any
revenue-sharing payments made for the funds they
have chosen to offset their per capita charges so that
each participant pays the same percentage of his or
her account balance toward recordkeeping costs,
regardless of the funds in which he or she invests.

Another example uses a “wrap fee” to equalize the
revenue-sharing structure by layering an additional cost
component over the expense ratio to ensure that all
investment options in the plan generate the same level
of revenue to cover recordkeeping costs. The wrap
fees may vary by fund so that each fund ultimately has
the same level of revenue sharing. While a revenuesharing offset or a wrap fee method may be a highly
conservative approach to fee allocation, neither of
these two methods is required under current law.
As stated previously, neither ERISA nor the applicable
DOL guidance mandates a specific method for fee
allocation, nor does either demand that all participants
pay the same percentage of recordkeeping costs
based on underlying investments or the same assetbased fees. Rather, ERISA demands that the fees
themselves be reasonable and the DOL guidance
requires that there be a rational, prudent basis for
the method chosen for allocating fees.

The importance of a prudent process
Developing a rational basis for the plan’s fee structure
is critical. Plan fiduciaries must weigh the impact of
various methodologies and determine which method
is most prudent for their plan population. In Vanguard’s
experience, many plan sponsors have historically
applied the pro rata method of allocating
recordkeeping fees or a combination of pro rata
and per capita methodologies. Over the past several
years, Vanguard has seen plan sponsors shift their fee
allocation methodology to a per capita fee, particularly
in the large 401(k) plan segment. The trend toward
implementing a per capita fee in plans with less
than $500 million has occurred, however at a slower
pace. In many cases, the minimum investment
requirements for lower-expense share classes
cannot be met or the per capita charges may be
high. In the smaller end of the market, a hybrid
approach is more prevalent, typically because the
asset-based fees for these plans cannot fully cover
the recordkeeping expenses.
No matter which method is chosen, however,
ERISA’s fiduciary principles require plan fiduciaries
to deliberate, analyze, and document the issues and
decisions being made with respect to fee allocation.
Fee policy statement. Some plan sponsors have
found it helpful to adopt a fee policy statement
designed to provide structure for their fee discussions.
Such a policy statement may be a helpful tool, but is
not mandated. Plan sponsors that adopt a fee policy
statement should be thoughtful about its content
to ensure a practical and dynamic guidepost for
making decisions.
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Moreover, as is the case with investment policy
statements, sponsors should make certain that
the fee policy remains up-to-date and is revised to
reflect changes in investment philosophy, employee
demographics, appropriate and necessary plan
services, and other factors that may impact
fee decisions.
The fiduciaries’ subsequent actions should, of course,
be in line with the process outlined in any fee policy
statement. If they are not, fiduciaries should
document their reasons for diverging from the policy
and may want to consider and document whether a
change to the policy is warranted.
Document, document, document. Plan sponsors
should ensure they receive proper fee disclosures
from their service providers, understand and become
knowledgeable about the pricing components for their
plans, and determine how the fee components affect
the employer, plan, and participants. They should then
document the decisions made on behalf of the plan
with respect to fees, including how plan fees will be
allocated among participants and how those decisions
were reached. All too often, plan sponsors create a
well-documented record regarding their assessment
of fee reasonableness but either fail to discuss or fail
to adequately document their discussions and
decisions around fee allocation.

Strong documentation is critical to establishing
the prudence of fiduciary decisions. To the extent
the fiduciaries are questioned later, they will be
best served if they are able to point to detailed
documentation reflecting the information considered,
the decision-making process, and rationale supporting
any of the decisions that fiduciaries make.

Other issues affecting fee allocation
In addition to determining how to allocate fees among
individual participants, plan sponsors may be faced
with other questions related to fee allocation. These
include whether to differentiate between active and
terminated employees, compliance with ERISA’s
“exclusive benefit” rule, and whether to disclose
revenue-sharing fees and/or attribution credits.
Terminated versus active employees. Plan sponsors
may have broad discretion in determining how to
allocate plan fees and expenses, but they must be
cautious when charging different fees to active and
terminated employees. In 2003, the DOL confirmed
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that a plan sponsor itself may pay certain
administrative expenses of the plan for active
employees but charge those same administrative
expenses to the accounts of employees who have
terminated employment without violating ERISA’s
fiduciary requirements.
In 2004, the IRS confirmed that the allocation
of reasonable expenses to terminated participants,
even if the employer pays similar expenses for active
participants, is not a significant detriment to continued
participation in the plan. The allocation of fees to
these terminated participants must be reasonable and
must otherwise satisfy ERISA’s fiduciary standard of
prudence. From a practical standpoint, plan sponsors
sometimes struggle with whether allocating certain
administrative fees and expenses to terminated
participants on a per capita basis is reasonable,
when the same charges are not applied to the
accounts of active participants.
When deciding whether to allocate fees in this
manner, plan sponsors will want to consider two
factors: whether the sponsor is paying the same
expense for the active participants and whether there
is a reasonable link between the fees charged to the
terminated participants and the services rendered.
Under the DOL and IRS guidance, plan sponsors may
pay certain fees for active participants and charge
terminated participants for those same services;
however, it would be unreasonable to have terminated
participants subsidize the costs of administration for
the active participants.
This might appear to be the case where terminated
participants are charged a higher fee than active
participants for the same services. Even if plan
sponsors are paying certain administrative costs for
active participants out of pocket, if the fees charged to
terminated participants seem unreasonably high,
sponsors may be impairing continued plan
participation, which is prohibited. Plan sponsors will
want to consider the services provided and the cost
assessed to terminated participants to ensure that
charges are reasonable and that no subsidization is
occurring. Plan sponsors might also consider the
salutary effects of maintaining the assets of
terminated participants in the plan which, in a pro rata
environment, may ultimately benefit all participants
because of economies of scale.

The “exclusive benefit” rule. ERISA requires that
plan fiduciaries act solely in the interest of plan
participants and their beneficiaries and with the
exclusive purpose of providing benefits to them.
Using the assets of one plan to subsidize the costs
of another may violate this rule. This is generally
not an issue in the case of one stand-alone plan.
However, when multiple plans are recordkept by the
same service provider, economies of scale may apply.

To ensure compliance with the exclusive benefit
rule, plan sponsors should consider the fees charged
to each plan separately to ensure that they are using
plan assets exclusively for the benefit of that plan’s
participants. This is a facts-and-circumstances test.
The fiduciaries of the qualified retirement plan will
want to determine whether the fees incurred by each
plan are reasonable and whether they have allocated
them to participants in an appropriate manner. As with
all fiduciary decisions, once sponsors have made a
determination they should document this decision.
Disclosing revenue-sharing or attribution credits
to plan participants. Neither ERISA nor any DOL
rule requires plan sponsors or service providers to
disclose the specifics of revenue-sharing or attribution
credit arrangements to participants. Under the
participant fee disclosure regulations, fund-level
revenue-sharing detail need not be disclosed to
participants; participants must only be made aware
that some of the plan’s administrative expenses are
paid from a fund’s operating costs. The DOL was
persuaded by arguments that not only would the
disclosure of fund-level arrangements be costly, but
that such disclosure could be confusing and would
not necessarily help participants make appropriate
asset allocation decisions.

Court cases also support this position. Courts have
held that participants were properly informed of the
total fees imposed by the various funds and were
sufficiently able to make their investment decisions
based on that “bottom line” number. These courts
found that plan sponsors were not required to disclose
revenue-sharing arrangements to participants.

Final considerations for plan sponsors
In light of the heightened awareness of plan fees,
disclosure requirements, and fee litigation trends,
some plan sponsors may feel compelled to make a
change to their fee structures. As noted above, plan
fiduciaries should follow a deliberate process to
evaluate their fees at least on an annual basis.
If the plan’s fiduciaries determine that the current
approach continues to align with the plan fiduciaries’
philosophy on how fees should be paid, then a change
is likely not warranted. However, if the fiduciaries
determine that, based on a fee review, investment
menu changes, or shifting employee demographics,
a different fee structure would be more appropriate,
they should document the process and decision to
change the structure and determine the impact and
communications to participants.
Of course, there are ways that certain plan fees
can be paid without allocating costs directly to
participants. Plan sponsors concerned about passing
fees along to participants may choose to have the
company pay recordkeeping fees directly, or as an
alternative, use plan forfeitures to pay fees, where
permitted, rather than allocate these fees to
participants on a per capita basis. Similarly, certain
costs may be assessed to plan participants when
utilizing services, such as transaction fees that may
be charged for qualified domestic relations orders
(QDRO) or loans.
These actions may not relieve participants of all fees
(e.g., asset-based fees), but for sponsors looking to
mitigate risk, they may present options. In uncertain
times, plan sponsors wish for definitive answers to
tough questions. As with many fiduciary decisions,
however, there are few absolutes when it comes
to allocating plan fees. Plan sponsors should arm
themselves with information, understand the fees
they are paying on behalf of their plans and the
services participants are receiving in return, and
adhere to the guiding fiduciary rules provided
under ERISA.
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